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Edge Petroleum is a Houston-
hased independent energy
company engaged in the explo-
ration, development, acquisition
and production of crude oil and
natural gas with operations
focused cnshore along the

Gulf Coast and Northern Rocky

Mountains of the U.S. Our

strategy is to:

e Grow reserves through the
drilling of a balanced port-
folio of prospects.

« Balance exploration risk
with the acquisition and
exploitation of properties
that we believe have
upside potential.

e Focus on core areas and
expand Into new core areas.

« Maintain and use the latest
technological advances In
all of our operations.

* Use equity ownership and
performance-based compen-
sation programs to attract
and maintain a quality,
team-driven workforce.

» Pursue partnerships and/or
alliances to enhance our ability
to meet our objectives of value-

enhancing growth.
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LETTER TO SHAREHOLDERS

2003 was the first full year in which
Edge had the financial flexibility to
enable it to effectively execute all ele-
ments of its Strategic Plan. As a result,
under management’s leadership, the
efforts of all employees and with the
oversight of the Board of Directors, the
Company made significant progress in
both its physical and fiscal performance.

Our improving physical and fiscal
performance is finally being recognized
in the market place, as we believe it
should be. Our stock price, a primary
measure of shareholder value, was trading
at $3.75 per share at the beginning of
2003 and by year end the share price had
reached a high of $11.40, an increase of
slightly over 200 percent. Our market
capitalization increased from approxi-
mately $35 million to well over $100 mil-
lion during this same petiod. By anyone’s
assessment, this reflects a substantial

increase in shareholder value.
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As we have repeatedly stated: “We
believe achieving sustainable growth in
reserves and increasing production in a
cost-effective manner should be the pri-
mary drivers of shareholder value in a
company like Edge.” However, we sus-
pect that even when the basic fundamen-

tals of a company remain unchanged,

many of those that are investing in small
cap energy stocks are simply speculating
on the day-to-day impact commodity
price volatility can have on stock prices.
Wee believe this investment approach rep-
resents a short-term investment mindset,
and it is not consistent with our long-
term expectations with respect to the
value of our activities or for commodity

prices, particularly for natural gas.
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While we believe that we have reached
a higher, sustained gas price environ-
ment, in order to help manage risk, we
have and will continue to put hedges in
place to guard against commodity price
volatility when we think it is appropriate
and to help ensure that we continue to
have the financial flexibility to execute
our Strategic Plan. We always try to bal-
ance the value of price certainty with the
opportunity for price upside in our
hedging activities.

Edge has never been in better finan-
cial shape, nor has our overall program
ever been more balanced, than it is today.
We believe our internal cash flow is more
than adequate to fund our expanding
capital expenditure program. We have a
debt-to-total capital ratio of 20 percent
and more unused borrowing capacity

than ever in our history.
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Edge has never been in better
financial shape, nor has our overall
program ever been more balanced, than

it is today. 9 9
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In 2003, we drilled 36 wells, almost
triple the number in the prior year,
entered into a significant exploration
project in SE New Mexico and com-
pleted three acquisitions where we have
identified additional exploration and
exploitation potential. We increased
production sequentially every quarter
during 2003 and exited the year with
the highest daily production rate in the

company'’s history. 57 9
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We will continue focusing our explo-
ration and exploitation activities prima-
rily on natural gas, but will not ignore
other attractive investment opportunities.
We do not budget for acquisitions.
However, we are working diligently to
uncover viable opportunities and when
we do identify acquisitions with
exploitable upside that will allow us to
further expand in our core and/or into
new areas, we will definitely pursue them
in an intelligent manner. In addition, as
we have in SE New Mexico, we will not
be reluctant to develop a joint venture
and/or alliance as a means to expand in
our core areas or to establish a solid plat-
form in a new area from which to grow.

As you may recall Edge in 2002,
drilled far less wells than our planned
program called for, but we set the stage
and began to build momentum during
the fourth quarter after beginning the
O’Connor Ranch East development

drilling. This momentum extended into

2003 as we completed the Thibodeaux
No. [ sidetrack adding significant pro-
duction and cash flow early in 2003. In
2003, we drilled 36 wells, almost triple
the number in the prior year, entered
into a significant exploration project in
SE New Mexico and completed three
acquisitions where we have identified
additional exploration and exploiration
potential. We increased production
sequentially every quarter during 2003
and exited the year with the highest daily
production rate in the company’s history.

During 2003, we accomplished much
of what we started out to do opera-
tionally while strengthening our financial
condition. There is no doubt that the
company’s growth in 2003, in parr, was
achieved because of the foundation laid
in 2002. Our 2004 growth projections
reflect the confidence we have in our
ability to continue building upon the
positive results and efforts in the
previous year.

Because we are operating an increased
percentage of the wells in our program,
we are able to control the timing and
cost of our activities. As a result, we
were able to substantially increase our
drilling effort in 2003, while maintaining
our historically high 78 percent success
ratio. We plan to expand our drilling
program in 2004 by at least 25 percent
over 2003.
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Overall we achieved 30 percent
reserve growth and replaced 285 percent
of our record production of 8.1 Befe
for the year. In addition, by year end
78 percent of our proven reserves of
64 Bcfe were developed and we extended
our reserve life index to a comfortable
7.9 years. Our overall finding and devel-

opment cost was $1.54 per Mcfe.

70.0 2.0
7.9

71 8.0

7.0

6.0
5.0
- 639 40
I ws  §° 3.0
20.0 ] )
29.7 2.0
25.0 '

10.0
0.0 0.0

1999 2000 2001 2002 2003

Proved Reserves—Bcfe
o

Reserves
= Proved Reserves --a— Reserve Life

14.0 331% 350%

12,0 2B5% 300%

8.0 188%
6.0 /

4.0
2.0 :
0.0 l

o
1999 2000 200! 2002 2003 2004F

250%

200%

150%

Production-Befe

100%

Production Replacement

50%

(-]
-} §\

&
—
——

- —
e
(-}
E—

Production
m P ~— P

OPERATIONS OVERVIEW

Our planned 2003 drilling program
provided us with a diversified risk profile.
Unfortunately, as is generally the case in
our business, not all of our drilling
efforts were successful. However, on a
risk-adjusted basis, the unsuccessful
projects were of excellent quality and
had good potential. They were the type
of projects that should and would be
undertaken if we were given the opportu-
nity to do so again.

In 2003, we drilled eight exploratory
dry holes, five of which were on our large

acreage block in the northern Powder

Reserve Lite-Years

River Basin in southern Montana. In all
five of these wells, the structures were as
we had interpreted and we encountered
good quality reservoir rocks. However,
while there are many factors to incorpo-
rate in an exploration play, our primary
concern in this portion of the Powder
River Basin was finding the top seal nec-
essary to trap hydrocarbons because of
the numerous unconformities present
throughout the section that could breach
the traps. Nonetheless, with this concern
in mind, we still felt the minimal invest-
ment versus the potential rewards, if suc-
cessful, warranted our making the play.
Unfortunately, the traps were breached
allowing the hydrocarbons to leak out, if
they were ever present in the first place.
Two of the remaining three exploratory
wells were drilled in Texas and the chird
was the final carryover of our south
Louisiana program.

The balance of our 2003 drilling
program was quite successful, leading
to respectable growth in reserves and
increased production.

Qur O’Connor Ranch East (OCRE)
project, in Goliad County, Texas, has
been a very successful development
program, with 13 wells drilled and
completed since its inception in 2002.
Currently, O’Connor Ranch East
accounts for approximately 24 percent
of our total production stream. Of the
14 shallow amplitudes that we tested,
only one was found to be dry. We are
now in the final stage of development
with two, perhaps three, additional wells
to be drilled in 2004. The project has
already paid out and is projected to have
a full cycle rate-of-return in excess of

200 percent.

11

Overall we achieved 30 percent
reserve growth and replaced 285 per-
cent of our record production of

8.1 Bcefe for the year. ? ?



John O. Hastings,
Vice Presidens-Exploration
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Over two years ago, Edge identified
the south Texas Lobo Play as one that
had considerable remaining potential
and devised a strategy to help establish
a position in the play. As a conse-
quence, we entered the play in Webb
County, Texas, via an acquisition of
the majority of the interest in the
Gato Creek Field... This fong-life
property Is profected to yield a full
cycle rate-of-return in excess of

rjn..
40 percent. 7 7

In the Encinitas Field, locared in
Brooks Counry, Texas, Edge initiated a
farmout in which we retained a 1.56 per-
cent overriding royalty interest convert-
ible to-a 5.625 percent working interest
after payout, to help further evaluate our
ownership position in this structurally
complex field. This farmout has resulted
in nine successful wells being drilled,
with one more planned to be drilled
by the farmoutee. The farmoutee’s suc-
cess has enabled us, with our 22.5 to
31.0 percent working interest, to con-
vince our partners to join us in the
drilling of four wells that have now been
successfully completed. These four suc-
cessful wells have added new reserves and
3.4 MMcfe per day of net production for
Edge. In addition, there are shallower
reserves behind pipe in these four wells
that we expect to recover after depleting
the deeper zones. We have budgeted
$1.7 million for five more wells in 2004
and are reprocessing our 3-D seismic sur-
vey to help confirm 13 additional loca-
tions we have identified. The estimated
gross unrisked resource potential for each
of these wells ranges from 2 to 5 Bcfe.

Over two years ago, Edge identified
the south Texas Lobo Play as one that
had considerable remaining potential and
devised a strategy to help establish a posi-
tion in the play. As a consequence, we
entered the play in Webb County, Texas,
via an acquisition of the majority of the
interest in the Gato Creek Field. This
acquisition possesses most of our pre-
ferred criteria — size, gas, operations and
exploitable upside. As the operator, we
have been able to manage 1) the pace of
a muld-well drilling program, 2) a cost
effective workover and recompletion
effort that has added value and 3) the

renegotiation of a gas marketing

agreement that has had a positive impact
on cost and cash flow. In addition, we
have been able to use our experience and
expertise in the integration and inrerpre-
tation of subsurface data and 3-D seismic
to unravel the structural complexities in
the Garo Creek area. Thus far, this effort
has led to the drilling of eight successful
wells since the acquisition and two more
wells are budgeted for 2004. Our work-
ing interest in all of these wells ranges
from 72.5 to 96.7 percent. The resules
have been very positive, with ner reserves
at year-end 2003 of 15.6 Bcfe, after pro-
ducing 3.9 Bcfe of the 5.3 Bcfe that we
initially acquired. This long-life property
is projected to yield a full cycle rate-of-
return in excess of 40 percent.

An acquisition from a private com-
pany, in October 2003, expanded our
position in two areas. One area adjacent
to Gato Creek and a second area in the
south Texas Queen City play where we
have had positive results in the past. We
believe the acreage adjacent to Gato
Creek has not been fully evaluared and
could have similar potential. We plan to
acquire 3-D seismic over this acreage and
have budgeted at least one well in 2004.

The private company position
acquired in the Queen City Play is in
the Mestana Grande area where several
recent discoveries have been made and an
active development program is underway.
We expect to acquire 3-D seismic and
integrate it with subsurface data in order
to attempt to confirm and/or identify
drillable Queen City locations.

In addition, in our Queen City 111
complex in Duval County, Texas, we
have increased Edge’s working interest to
30 percent by acquiring the interest of
our partner, Santos, and have become

the operator as a result. Shortly afeer



completing the transaction with Santos
we moved quickly to drill the Mew

No. 2 development well which was com-
pleted in the first quarter of 2004 in the
Queen Ciry section at an initial rate of
4.0 MMcfe per day.

Also, still in the Queen City Play,
we acquired open acreage under two
potential prospects that we have identi-
fied after integrating subsurface and 2-D
seismic data. Currently, we are in the
process of confirming these two prospects
with a new 3-D seismic program. If con-
firmed, as we expect, we will proceed to
drill at least one of the prospects by mid-
year 2004.

Effectively executing Edge’s strategies
includes adding new exploration and
exploitation prospects and plays in our
core areas and expanding into new areas
via farm-ins, joint ventures and/or
alliances, when warranted.

While we will continue to generace
prospects and plays internally, we are
continuing on a very selective basis, to
look at outside generated opportunities
as a further way of achieving growth in
reserves and production. Two such trans-
actions were consummated in the larter
half of 2003 and are expected to begin
drilling during the firsc half of 2004.

One of the prospects, Bauer Ranch,
is located in Jefferson County, Texas.
Iris a 13,000' seismically defined
Vicksburg prospect that we will operate
with 25 percent working interest. It has
a gross turnkey dry hole cost of $2.9 mil-
lion and, if successful, we envision two to
three follow-up wells to fully develop the
estimated gross unrisked resource poten-
tial of 48 to 64 Bcfe.

The second prospect, Phoenix Lake,
is located in Calcasieu Parish, Louisiana.

Edge plans to participate with a

25 percent working interest in this
12,000' seismically defined Hackberry
prospect, but will not be the operator.
There are a number of recent successes
nearby that have similar seismic ampli-
tudes to those exhibited on the seis-

mic that has been used to define the
Phoenix Lake prospect. The estimated
gross dry hole cost is $3.0 million for this
exploratory test. If successful, the gross
unrisked resource potential is estimated to
be in the range of 55 to 100 Bcfe and will
require 4 to 5 wells to fully develop.

Another significant effort on our part
during 2003 was the development of an
exploration project that covers a portion
of the Permian Basin in SE New Mexico.
This area is one of the areas that we iden-
tified a couple of years ago as being highly
prospective and targeted it for entry.

The project gives Edge the opportu-
nity to earn a 50 percent working interest
in 27,000 net acres by fulfilling cerrain
obligations (drilling six net Atoka/
Morrow and four net Grayburg/San
Andres tests). The Atoka/Morrow tests
will range in depth from 9,000' to
14,000' and the Grayburg/San Andres
tests will typically range from 2,000'

o 5,000'.

We are the operator for the project
and have several individuals in our com-
pany who have had considerable experi-
ence in the Permian Basin. We expect
this area to be an area of emphasis for
Edge, for quite some time. We have
already participated with a small working
interest in two successful outside oper-
ated wells. One has been completed as an
oil well (Grayburg/San Andres) and the
second, a gas well (Atoka/Morrow), is
currently in a pre-frac completion mode.
In addition, we have drilled and operated

two Atoka/Morrow wells that have
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Effectively executing Edge’s
strategies includes adding new
exploration and exploitation
prospects and plays in our core areas
and expanding into new areas via
farm-ins, Joint ventures and/or

alliances, when warranted. 9 9

C. W MacLeod,
Vice Presidens of Business
Developmens and Planning
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We have fearned much about the

merger process through our acquisition

of Miller Exploration Company. in addi-
tion, this transaction has allowed us
to achieve several important objectives
that we felt would be very beneficial to
the Company and Its shareholders in

the near and long term. 9 57

Robert C. Thomas,
Vice Presidens,
General Counsel &
Corporase Secretary

logged pay in several different sand zones
in the Morrow. One is our S. Lusk 33,
Federal No. 1 in Lea County, in which
we have a before payout working interest
of 100 percent and 50 percent after pay-
out and the other is our S.W. Turkey
Track 11, State No. 1 in Eddy County, in
which we have 88 percent working inter-
est before payout and 44 percent after
payout. We expect to complete and have
these two wells flowing gas to markert in
early March 2004. These two wells are
the first of a 23 well drilling program
that has been budgeted for 2004.

We have a high degree of confidence
that traps and hydrocarbons are present
throughout portions of the entire strati-
graphic section in the SE New Mexico
project area that includes Lea, Eddy and
portions of Chaves Counties. There are
multiple stacked pays from 2,000 to
14,000, including the Queen, Grayburg,
San Andres, Bone Springs, Wolfcamp,
Strawn, Atoka, Morrow and numerous
stray sands that are present in our area of
interest. The resource potential on a per
well basis ranges from 50 to 1,000 Mbo in
the shallower horizons and 1 to 10+ Bcfe
in the Atoka and Morrow sections.

We believe the project has provided
us with a platform for significant growth.
In addition to a number of ready to drill
prospects, we have identified several farm-
in and acquisition opportunities that we
will be pursuing as well as prospects on
open State and Federal acreage that we
will nominate and attempt to acquire
through the bidding process.

We have learned much about the
merger process through our acquisition
of Miller Exploration Company. In addi-
tion, this transaction has allowed us to
achieve several important objectives that

we felt would be very beneficial to the

Company and its shareholders in the
near and long term. First, an expansion
of Edge’s reserves and production in our
core Gulf Coast area into the Mississippi
Salt Basin where we believe our experi-
ence and expertise can be put to good
use. In this regard, we have already suc-
cessfully re-completed a well in the
Cretaceous zone that we identified dur-
ing our evaluation of Miller and intend
to aggtessively pursue its potential. We
believe the zone is prospective elsewhere
in the Basin. In addition, we intend to
acquire 3-D seismic and apply state of
the art processing of the data to hope-
fully give us a better definition of some
of the other opportunities we have iden-
tified. If we are successful in this effort
the potential could be very significant.

Second, our reserves and production
were further increased because of the
position Miller had in the Michigan
Basin that is now part of our portfolio.
In addition, Miller possessed an undevel-
oped acreage inventory in the Michigan
Basin that we are now in the process
of evaluating.

Third, with the closing of the Miller
transaction, we now have an option on
80,000 gross acres in Montana that are
owned by the Blackfeet Indians. The true
potential of this area is unknown but
there is a lot of interest in exploring this
somewhat frontier area. It is unclear as to
whether the Canadian or U.S. overthrust
plays trend through this area or fall
within Glacier National Park, which is
not accessible to the industry. New seis-
mic data is needed to help unravel the
structural complexities and hopefully
result in identifying some drillable
prospects that might be comparable in
size to such fields as Warerton (4.1 Tcf)
and Pincher Creek (0.6 Tcf) immediately



to the north of the option acreage

in Canada. There are also muldple age
rocks that could be targets on the
Blackfeer Indian option acreage. These
include sandstones and/or carbonates
in the Cretaceous, Mississippian and
Devonian sections.

We have already had offers from other
parties to assist us in the evaluation of
the Blackfeet Indian option acreage. We
plan to promote one or more of these
parties to shoot seismic and fulfill all or a
portion of our drilling obligations. Our
contractual obligations to the Blackfeet
Indians include the drilling of two wells
each year through 2007 or we must relin-
quish 10,000 option acres for each well
not drilled plus $50,000 in cash.

We recognize there are a number of
issues and risks in making this play but
believe the rewards could be substantial
if hydrocarbons are found in commercial
quantities. Some of the issues to be dealt
with on a regular basis are in the land,
environmental and governmental areas.
Our intent is to manage these assets
while not allowing the process to distract
us from our other activities.

Fourth, at the time the merger with
Miller closed, they had cash on hand
totaling $6.4 million and no debt. We
used these funds to pay down our debt
resulting in increased financial flexibility
and a comfortable year-end debe-to-total
capital ratio of 20 percent. The acquisi-
tion also increased our existing borrow-
ing capacity through the addition of
Miller’s asset base.

Finally, the Miller merger was an
equity transaction with the issuance of
approximately 2.6 million new Edge
shares. As a consequence, we increased
our shares outstanding, which broadened

our shareholder base, improved Edge’s

daily trading volume and created greater
liquidity for all of our stakeholders. In
the process we added cash, reserves, pro-
duction and assets where we have identi-
fied upside potential. Other than cash,
Edge would not have received any of the
added benefits with an equity offering.
As indicated above, we have already
begun to exploit the potential upside

we identified in Miller’s portfolio in

our continued effort to build long-term

shareholder value.

CONCLUDING COMMENTS

We are very excited about the poten-
tial for continued growth in our 2004
program. Our projected full year cash
generated from operating activities is
more than enough to fully fund the
increased capital expenditure program
that has been approved by the Board. We
plan to expand our drilling program to at
least 45 wells, a 25 percent increase over
2003. We will operate 56 percent of
these wells, up from 44 percent in 2003,
giving us greater control over the timing
and cost of the program. Our net pro-
duction for the full year is projected to
increase to at least 12.3 Befe, 52 percent
higher than the amount we produced last
year. As a result, we expect our G&A
expense, on a unit of production basis to
decrease significantly by year-end 2004.

As previously mentioned, we do not
account for acquisitions in our budget
but do have the financial flexibility to
continue making profitable acquisitions
when the opportunities arise, just as we
have done in the past.

‘We have identified selected areas of
interest to us in several different onshore
Basins and are assessing various ways of
acquiring the critical mass necessary to

justify Edge’s involvement. We expect

Mark J. Gabrisch,
Vice President-Land
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We will operate 56 percent of

these wells, up from 44 percent in
2003, giving us greater control over
the timing and cost of the program.
Our net production for the full year

is projected to increase to at least
12.3 Befe, 52 percent higher than the

amount we produced last year. ? 9



thar we will enter into one or more
alliances to help us further expand
our portfolio.

We are not actively pursuing a merger
opportunity at this time but will not hes-
itate to consider a merger, if in the opin-

ion of the management and Board it will
44

We believe that pursuing our cur- result in achieving sustainable long-term

growth in shareholder value.

rent business strategies is the best .. s .
Also, it is management’s belief chat

way for Edge to continue maximizing Edge has a Board with the appropriate

shareholder value. 79 mix of experience and expertise in the
areas that are critical to the oversight
of the Company. Our management and
the Board are effectively dealing with
the added emphasis on Corporate
Governance, as required by the Sarbanes-
Oxley Act of 2002, Securities Exchange
Commission and NASDAQ’s rules and
listing standards. We have well-defined
Corporate Governance guidelines, an
established Code of Echics and Charters
for each of the Company’s required
standing committees — Audir,

Governance/Nominating and

John O. Tugwels,
Senior Vice
Presidens-Production

Michael G. Long,
Senior Vice President
& CFO

Jobn W, Elias,
Chairman, President
& CEO

Compensation. The Chair and mem-
bership of each of these committees is
comprised solely of Edge’s independ-

ent Directors.

Finally, we have a comprehensive
Business Plan that provides a strategic
framework to help guide us in all of our
operational and financial activities.
Everyone at Edge is committed to main-
taining the necessary discipline required
to effectively execute, on a day-to-day
basis, our strategies in order to achieve or
even exceed the near-term performance
objecrives and long-term goals that have
been approved by our Board. We believe
that Edge has made respectable progress
in the last few years in all the areas that
create shareholder value and will con-
tinue to do so in 2004 and beyond. Edge
has never been in a better position than
it is today to add long-term sustainable
shareholder value.

As we continue to execute our strate-
gies, we intend to maintain our flexibility
to quickly and efficiently adjust our
efforts within the contexts of our Business
Plan, when circumstances warrant our
doing so. In our opinion, this is necessary
to ensure that we are able to capture the
value-added growth opportunities that
we expect to become available, in addi-
tion to the growth we already envision in
our 2004 program.

We believe that pursuing our current
business strategies is the best way for

Edge to continue maximizing share-
holder value.

Sincerely,
j (ﬁ ), ﬂa\ b,

John W. Elias
Chairman, President & CEO
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